Introduction
The formation in May 2010 of the first coalition government in the UK for seventy years was followed by the pronouncement that public deficit reduction was the government's top policy priority. During the general election campaign the need for fiscal consolidation was accepted by all three major political parties. The conservative party however was the only party that argued for a program of accelerated deficit reduction and warned that if the election failed to produce a decisive outcome in the form of a government with an overall majority and with a "credible" plan for deficit reduction, this could have dire consequences for the economy and the country. The fate of Greece was -and still is-offered, misleadingly in the case of the UK, as a stark warning to what could happen to a heavily indebted country when the markets lose confidence in its ability to repay its debts. Indeed, after the election, the need for a stable coalition government, with an overall majority, capable of producing a "credible" program of deficit reduction was one of the main justifications given as to why a coalition between conservative and liberal democratic parties was in the national interests. A coalition between labour and liberal democrats would have been more cohesive, in terms of its approach to deficit reduction but more fragile, in terms of parliamentary arithmetic, and therefore less "credible" to the markets. Clearly the foundation and continued existence of the coalition government in the UK is based on the premise that the national interest is best served by the construction of a deficit reduction plan that the financial markets will find "credible" which invariably means a tough and determined attack on the public sector and public expenditure.
The official document setting out the coalition agreement between the conservative and liberal democratic parties 1 , states that "deficit reduction and continuing to ensure economic recovery is the most urgent issue facing Britain". This objective is not unambiguous and it can be subject to alternative interpretations. It could be interpreted that accelerated deficit reduction and ensuring the continuation of the economic recovery are complementary objectives or it could be interpreted that 1 See https://www.libdems.org.uk they are conflicting objectives, requiring some kind of trade-off. According to the first interpretation, implementing immediate draconian fiscal austerity measures can aid economic recovery by calming the nerves of financial markets, thus preventing a "Greek-style" market reaction, which will put an end to the recovery by increasing the cost and availability of credit to the government and the economy. According to the second interpretation, deficit reduction measures that are "too much, too soon" can be an obstacle to continued economic recovery because the deflationary impact of severe public spending cuts and tax increases might abort the recovery and cause a double-dip recession. There are, therefore, dangers to economic recovery both from adopting and from not adopting a policy of accelerated deficit reduction: draconian fiscal austerity measures can prevent or cause an aborted recovery and a double-dip recession.
The dangers to economic recovery of cutting "too much, too soon" are real and the rejection of the policy of accelerated deficit reduction during a fragile economic recovery is based on traditional Keynesian macroeconomic principles. (See, Davidson (2010) , Skidelsky (2010) . The dangers to the economy of not implementing immediate and additional cuts are only real if the inevitability of adverse market reaction to the absence of such measures is assumed. The case for immediate and draconian fiscal austerity measures, therefore, is fundamentally based on the perceived need to appease and avoid the wrath of the financial markets, particularly the bond markets and the credit-rating agencies, who will ultimately determine whether the deficit reduction plan of a democratically elected government is "credible" or not.
The aim of this paper is to appraise this perception not only in terms of its implications for democratic accountability and national sovereignty but also in terms of its logical and empirical validity. Section 2 briefly considers the implications for democratic accountability and national sovereignty of the subordination of public policymaking to market sentiment. Section 3 examines the theoretical arguments and evidence supporting the policy of accelerated deficit reduction and the logical basis of the "age of austerity" strategy. Section 4 summarizes and concludes.
Deficit reduction policies and democracy
It was stated in the coalition agreement that the credibility of a deficit reduction plan does not necessarily depend on the depth of immediate cuts. It is now undergone a radical transformation since the election. It is claimed that this is not the result of a compromise, inevitable in a coalition government but a genuine convertion to the view that the "credibility" of a deficit reduction plan does depend on the implementation of unpalatable immediate cuts and that without these cuts, the country will face a Greek-style economic disaster presumably from a similar adverse reaction of the financial markets and credit rating agencies. It is argued by the leadership of the Liberal Democratic Party that after taking a close look at the state of public finances they found them to be in a far worse state than they believed to be the case before the election. They therefore reached the conclusion, which the conservative party had already reached before the election without the benefit of a close look at the books, that immediate and savage fiscal austerity was the only policy option: failure to take immediate, resolute and tough action would result in loss of market "credibility" which would trigger a disastrous adverse market reaction resulting in the imposition of the same or even tougher austerity policies by outsiders like the IMF and the EU. This theme that the nation must accept the "unpalatable" in order to avoid the "disastrous", has been repeated in numerous public statements by many senior members of the coalition government.
It can be argued that the adoption of policies that the financial markets dictate represents a subversion of democracy and national sovereignty. According to Skidelsky (2009) this subordination of public policy-making to market sentiment is unacceptable:
"The government must cut its spending now, because this is what "the markets"
expect. These are the same markets that so wounded the banking system that it had to be rescued by the taxpayer. They are now demanding fiscal consolidation as the price of their continued support for governments whose fiscal troubles they have largely caused… The duty of governments is to govern in the best interest of the people who elected them not of the City of London".
On the other hand, according to the coalition government doing what the markets expect is in the best interest of the electorate: adopting the "age of austerity" strategy voluntarily, ensures that the inevitable deep cuts can be implemented in a "fair" manner, by elected representatives rather than by unelected outsiders. Real loss of sovereignty occurs when countries reach a point where they need to be bailed-out by third parties.
It is undeniable that global financial markets, particularly the bond market, play a crucial role in influencing, either directly or indirectly, the economic policies of democratically elected governments. What is controversial, however, is whether this influence, is benign or pernicious. There are sharply contrasting perspectives about the way market power impacts on public policy-making. Sometimes the behavior of international bond investors, known also as "bond vigilantes", is seen as beneficial because of the restraining influence they exert on the ability of governments to engage in reckless borrowing and spending. More often, however, the activities of "bond vigilantes" is seen as pure intimidation and bulling of governments by ruthless, opportunistic speculators and greedy gamblers interested only in a quick profit. There may be a great deal of truth in both of these perspectives: the bond market may act as a restraining influence not only when restraint is needed but also when is not needed.
At the most basic level, what the bond markets expect, like any lender, is a reassurance that borrowers will be able to repay their debts. Naturally when debts become excessive, lenders get apprehensive and nervous. This anxiety is usually translated into a demand by lenders that borrowers produce a deficit reduction plan which typically involves cuts in spending and increased revenue generally referred to as "austerity" measures. The bigger the deficit the bigger the austerity demanded by lenders. The bigger the austerity adopted by borrowers, the less nervous the lenders feel about the prospect of debt repayment. The readiness of borrowers to adopt austerity measures can also be interpreted as a healthy sign that the indebted individual is taking the problem of indebtedness and possible insolvency seriously.
Lenders naturally find the adoption of austerity measures as a "credible" attempt by borrowers to reduce indebtedness. In the relationship between lenders and borrowers, the aim of lenders is to ensure the repayment of the debt and the aim of borrowers is to avoid insolvency and maintain their ability to borrow in the future.
Both aims can be achieved through the adoption of austerity measures by borrowers. When dealing with situations of individual indebtedness the logic of considering a deficit reduction plan which involves a combination of spending cuts and increased revenue as "credible" is of course impeccable. Can the same logic be applied in the case of national indebtedness? Can the relationship between the bond markets and government policy be viewed in the same light as that of an individual lender and borrower with regard to the "credibility" of a deficit reduction plan? Leaving on one side issues of democratic accountability and national sovereignty, is the adoption of draconian fiscal austerity during a period of fragile economic recovery the best means of achieving deficit reduction?
3. Market 'credibility' and market failure.
It was, of course Keynes (1936) deficit reduction policy? Before we attempt to discuss this question we must examine two further arguments in support of the "age of austerity" strategy.
The first argument relies on the proposition of the New Consensus Macroeconomics (NCM) theoretical framework that discretionary fiscal policy is ineffective as a tool of stabilization policy (Arestis, 2007) . What this means is that a change in fiscal stance has no impact on aggregate demand and the traditional Keynesian multiplier effect is close to zero or even negative. This conclusion is justified using theoretical arguments and empirical evidence based on the preKeynesian idea known as "crowding-out" and re-enforced by the Ricardian Equivalence Theory as reformulated by Barro (1974) : deficit spending by governments cannot have an expansionary effect on aggregate demand due to simultaneous offsetting reductions in private sector demand. First there is a fall in private investment demand caused by higher interest rates ("crowding-out"); and second a fall in private consumption because rational, forward looking consumers increase their savings in anticipatation of higher future taxes ("Ricardian Equivalence"). Similarly, a reduction of budget deficits due to fiscal tightening, will not affect aggregate demand for analogous reasons: the contractionary impact on aggregate demand of public spending cuts and tax increases will be offset by increases in investment demand and consumption demand stimulated by lower interest rates and lower savings in anticipation of lower taxes. This essentially is the modern version of the "treasury view" opposed by Keynes (op.cit) in the 1930s:
deficit spending in a recession is rejected because it has no expansionary effect on aggregate demand; fiscal tightening during a fragile recovery is acceptable because it has no contractionary effect on aggregate demand. The theoretical and empirical basis of these conclusions has recently come under considerable criticism. Arestis Canada a budget deficit of 9.1% of GDP in 1993 was transformed in to a small surplus in 1996. This was achieved mainly through savage budget cuts, not tax increases, by a government that had just been elected with a huge majority. Above all it was achieved at a period, 1993-96, when the US, Canada"s major trading partner, was experiencing rapid economic growth. Countries adopting the austerity model of public deficit reduction face an entirely different global economic environment in 2010. Not only the US but also other advanced economies are slowly recovering from the worst recession for decades. If the fragile recovery is destroyed and the global economy is pushed back into recession by the "age of austerity" policies, the private sector despite all the optimistic prospects that fiscal austerity is supposed to generate of lower interest rates, lower inflation and lower taxes may not be in the mood of absorbing all the resources released by the public sector which will remain unemployed. It is not inconceivable that employment in the private sector may also contract. If that were to happen, even the financial markets, whose nerves these policies were designed to calm, might eventually realize that these measures, especially when replicated in a number of countries represent too big a gamble after all.
The second argument in support of the fiscal austerity strategy relates to the cumulative impact of budget deficits on the total public debt as a percentage of GDP. What is the relationship between total debt and economic growth? Is there a level beyond which debt accumulation can have a negative effect on economic growth? In a recent study Reinhart and Rogoff (2009) Governments, therefore, need to calm market nerves by formulating and adopting policies that the markets find "credible".
Current "war-time" levels of public indebtedness may be unsustainable but so were the levels of public indebtedness during the last world war. As Blanchflower (2010) points out if the country was fighting a real war now would the coalition government have abandoned the war effort in order to reduce the deficit and appease the financial markets? In any case, as was argued in this section, the proposition that savage austerity during a fragile economic recovery will result in rapid deficit reduction is questionable. Even more questionable is the expectation that deficit reduction policies will stimulate growth. As Stiglitz (2010) points out this belief is as fanciful as the belief in fairies. It seems that the financial markets also realize that savage austerity is not that "credible" as a strategy of deficit reduction. Indeed, at least in the case of Greece, Ireland, Portugal and Spain, the imposition of the "age of austerity" proved to be only a temporary tranquilizer and sedative, not a long term cure for market jitters regarding budget deficits and public debt. In fact countries that have dutifully taken the bitter medicine of austerity are, in fact making the markets more not less nervous and instead of being rewarded for their pains, they get even more punishment from the markets. In a way this is to be expected because ultimately what the markets want is deficit reduction not austerity measures per se. In other words, at some point the markets, who are supposed to be not only omnipotent but also omniscient, start taking on board the "fallacy of composition" argument and actually stop treating the deficit reduction process of a country in the same way as that of a single individual or firm: it is surely not re-assuring for a lender to know that a borrower has an austerity plan in place if, at the same time, the borrower is about to lose his or her job or being forced into part-time work. The so called "unavoidable" painful measures, therefore, might not only fail to promote growth but also and as a consequence, fail to placate the markets which, paradoxically, was the initial justification for the accelerated deficit reduction strategy.
Summary and conclusions.
If fiscal policy is ineffective and fiscal multipliers are zero, as claimed by the NCM theoretical framework, then fiscal austerity measures can in fact achieve deficit reduction because there will be no net deflationary effect. Furthermore, the austerity measures may even have an expansionary effect in the long run if optimistic expectations "inspired" by the measures stimulate private sector growth sufficiently to neutralize any deflationary impact of "savage" public spending cuts.
However, after examining the relevant theoretical arguments and evidence (Arestis, 2009 ), we do not find this argument plausible and it does not invalidate the general conclusion of this paper that a deficit reduction plan that is appropriate in the case of an individual debt may not be appropriate in dealing with government debt, especially when there is "synchronized" fiscal austerity.
With regard to the fear-mongering that the markets will react adversely to the absence of immediate and savage fiscal austerity, the markets themselves appear to be providing a different answer. At least in the case of Greece, Ireland, Spain and
Portugal it appears that the markets are not pacified by the imposition of the "age of austerity" because there are serious doubts whether the "age of austerity" will in fact achieve the intended outcome of rapid fiscal consolidation. The problem of ballooning public debt is a long term problem requiring long-term solutions. The solution to the problem should not be based on a short-term reaction to market jitters. It is above all, as the Irish crisis has revealed beyond any doubt, a problem that is inextricably connected with the problem of reforming the global banking and financial system. The two problems need to be tackled together not separately.
The policy debate about the "age of austerity" is not simply a technical dispute between opposing schools of thought in macroeconomics or another example of economists advocating diametrically opposite solutions to policy problems. There is a much wider debate about the respective roles of the public and private sectors of the economy. In this wider debate an attempt is made to persuade the public to accept a smaller public sector by accepting the "age of austerity". In the battle to nothing short of a long term in a Dickensian debtors' prison unless they accept the lesser of the two evils which is savage austerity.
The analogy between individual and national indebtedness, however inappropriate and misleading, is indeed very powerful and persuasive and helps to conceal the real objective of this strategy, which is not deficit reduction but reduction of the public sector whatever the cost in terms of unemployment.
